University of Mississippi

eGrove
Newsletters

American Institute of Certified Public
Accountants (AICPA) Historical Collection

11-1995

Practice Alert 95-3: Auditing Related Parties and Related-Party
Transactions
American Institute of Certified Public Accountants. Professional Issues Task Force

Follow this and additional works at: https://egrove.olemiss.edu/aicpa_news
Part of the Accounting Commons

Recommended Citation
American Institute of Certified Public Accountants. Professional Issues Task Force, "Practice Alert 95-3:
Auditing Related Parties and Related-Party Transactions" (1995). Newsletters. 1926.
https://egrove.olemiss.edu/aicpa_news/1926

This Book is brought to you for free and open access by the American Institute of Certified Public Accountants
(AICPA) Historical Collection at eGrove. It has been accepted for inclusion in Newsletters by an authorized
administrator of eGrove. For more information, please contact egrove@olemiss.edu.

AIcpa
American
Institute of
Certified
Public
Accountants

Division for CPA Firms — Professional Issues Task Force

November 1 995

Practice Alert
AUDITING RELATED PARTIES
AND RELATED-PARTY TRANSACTIONS

No. 95-3

NOTICE TO READERS
This practice alert is intended to provide auditors with information that may help them improve the efficiency and effectiveness of their
audits. This document has been prepared by the SEC Practice Section Professional Issues Task Force and is based on the experiences
of the individual members of the task force and matters arising from litigation and peer reviews. It has not been approved, disapproved or
otherwise acted upon by any committee of the AICPA.

Introduction

ne of the more important and yet, more
difficult, aspects of a financial statement
audit is the identification of related parties
and transactions with related parties. This aspect of
the audit is important because of (1) the require
ment under generally accepted accounting princi
ples to disclose material related-party transactions
and certain control relationships, (2) the potential
for distorted or misleading financial statements in
the absence of adequate disclosure, and (3) the
instances of fraudulent financial reporting and mis
appropriation of assets that have been facilitated by
the use of an undisclosed related party. Further,
while not discussed in more detail in this Practice
Alert, it is incumbent upon the auditor to assess the
propriety of the accounting for material related-party
transactions in accordance with their substance.
Related parties and related-party transactions are
difficult to audit for several reasons. First, transac
tions with related parties are not always easily iden
tifiable. For example, a series of sales in the normal
course of business, individually insignificant, could
be executed with an undisclosed related party that
in total could be material. Second, although other
procedures are ordinarily performed, the auditor
relies primarily upon management and principal
owners to identify all related parties and relatedparty transactions. Third, such transactions may not
be easily tracked by a company’s internal control.

O

Generally accepted accounting principles (FASB
Statement No. 57, Related Party Disclosures) define
related parties and require certain disclosures
regarding material related-party transactions, as well
as the nature of control relationships that could
result in operating results or financial positions
significantly different from those that would have
been achieved in the absence of such relationships,
regardless of whether there were transactions
between or among the related parties. Generally
accepted auditing standards (SAS No. 45, Related
Parties, AU Section 334) provide guidance on proce
dures that should be considered by the auditor to
identify related-party relationships and transactions,
and to satisfy him or herself that such relationships
and material transactions are properly accounted for
and adequately disclosed in the financial statements.
The detailed requirements of generally accepted
accounting principles and generally accepted audit
ing standards are not discussed here. The purposes
of this practice alert are twofold: first, to focus on
events that may indicate transactions with undis
closed related parties are occurring; and, second, to
offer suggestions on how to respond to those events.
Events that May Indicate Transactions
With Undisclosed Related Parties

In the hands of the unscrupulous, an undisclosed
related party is a powerful tool. Using controlled
CONTINUED ON PAGE 2
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entities, principal shareholders or management can
execute transactions that improperly inflate earnings
by masking their economic substance or distort
reported results through lack of disclosure, or can
even defraud the company by transferring funds
to a conduit related party and ultimately to the
perpetrators. Examples of events that may indicate
transactions with undisclosed related parties are
occurring include:

■ Sales without substance, including funding the
other party to the transaction so that the sales
price is fully remitted.
■ Sales with a commitment to repurchase that, if
known, would preclude recognition of all or part of
the revenue.
■ Accruing interest at above market rates on loans.
■ Loans to parties that do not possess the ability
to repay.
■ Advancing company funds that are subsequently
transferred to a debtor and used to repay what
would otherwise be an uncollectible loan or
receivable.
■ Services or goods purchased from a party at little
or no cost to the entity.
■ Borrowing at below market rates of interest.
■ Loans advanced ostensibly for a valid business
purpose and later written off as uncollectible.
■ Payments for services never rendered or at
inflated prices.
■ Sales at below market rates to an unnecessary
“middle man” related party, who in turn sells to
the ultimate customer at a higher price with
the related party (and ultimately its principals)
retaining the difference.
■ Purchases of assets at prices in excess of fair
market value.

Responding to Related Parties and

Related-Party Transactions Not

Voluntarily Disclosed by Management

Assessing Risk. The number one rule for potentially
identifying related parties and related-party
transactions that management does not disclose to
the independent auditor is simply to be alert to that
possibility. Generally accepted auditing standards
(SAS No. 53, The Auditor's Responsibility to Detect and
Report Errors and Irregularities, AU Section 316)
require the auditor to “assess the risk that errors
and irregularities may cause the financial statements
to contain a material misstatement.” This assess
ment is based on the auditor’s consideration of the
characteristics of the audit engagement and of the
company’s management, operation, and industry.
When making such an assessment, the auditor may
conclude that related parties and/or related-party
transactions are a potential source for material
misstatement. Following are examples of indicators
that may cause the auditor to conclude that such a
potential exists:
■ Complex corporate structure, possibly with
restrictions on the disclosure of ownership or the
identity of shareholders.
■ Audit responsibilities for entities that have material
intercompany transactions with one another
divided among two or more auditing firms, or in
which one of the entities is not audited.
■ Highly complex business practices that enhance
the ability of management to mask their economic
substance.
■ The existence of unique, highly complex, and
material transactions close to year-end that pose
difficult “substance over form” questions.
Responding to risk. When the auditor concludes
there is a significant risk that errors or irregularities
may cause the financial statements to contain a
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material misstatement, he or she might respond
in a number of ways, such as assigning more
experienced staff to the engagement. Ordinarily,
higher risk requires more experienced personnel
or more extensive supervision by the auditor with
final responsibility for the engagement during
both the planning and the conduct of the engage
ment. Higher risk also may cause the auditor to
expand the extent of procedures applied, apply
procedures closer to or as of the balance sheet
date, or modify the nature of procedures to obtain
more persuasive evidence. According to generally
accepted auditing standards, evidential matter
obtained from independent outside sources
provides a greater assurance of reliability than
evidence secured solely within the company
(SAS No. 31, Evidential Matter, AU Section
326.19a). Higher risk will also ordinarily cause
the auditor to exercise a heightened degree of
professional skepticism in conducting the audit.
Without regard to the auditor’s risk assessment,
the auditor would perform many, if not all, of the
procedures suggested in SAS No. 45 for deter
mining the existence of related parties. These
include evaluating the company’s procedures for
identifying related parties, requesting from man
agement the names of all related parties, review
ing SEC and other regulatory filings for names of
possible related parties, reviewing stockholder
listings of closely held companies, inquiring of
predecessor, principal, or other auditors of related
entities, and reviewing material investment
transactions which might create related parties.
The auditor would also perform many, if not
all, of the procedures suggested in SAS No. 45
for identifying transactions with known related
parties. Among the suggested procedures are:
reviewing minutes of board of directors meetings;
reviewing conflict-of-interest statements; review
ing the extent and nature of business transacted

with major customers, suppliers, borrowers, and
lenders; reviewing the accounting records for large,
unusual, or nonrecurring transactions or balances;
and reviewing correspondence and invoices from
law firms for indications of possible related parties
and related-party transactions.
When deciding which related-party procedures to
perform during the audit, the auditor may want to
consider in that determination the results of an
evaluation of the effectiveness of the company’s
procedures for identifying related parties and
related-party transactions and the company’s controls
over management’s ability to enter into relatedparty transactions. Generally accepted auditing
standards (SAS No. 19, Client Representations, AU
Section 333) require that a written representation
letter be obtained from management and states
that such letter should ordinarily cover transactions
with related parties. Although not required by SAS
No. 19 or suggested by SAS No. 45, the auditor
may want to obtain written representations from
the entity’s board of directors about whether they or
any other related parties engaged in transactions
with the entity during the period under audit.
The related-party procedures performed would
be considered in relationship with the other audit
procedures performed in response to the overall
risk assessment on the audit. Many of the relatedparty procedures suggested in SAS No. 45, such as
reviewing minutes, serve more than one audit
objective. When performing other procedures on
the audit, the auditor may encounter information
that can assist him or her in identifying the exis
tence of related parties and related-party transac
tions. Therefore, it is important that information
about known related parties be communicated to
all engagement team members, including those
performing work at other locations. The develop
ment during the audit planning process of a list of
related parties could serve as the vehicle of this
communication.
3
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When performing the audit, all team members
should be alert for transactions that might involve
undisclosed related parties. When events come to
the auditor’s attention that may indicate transactions
with related parties, the performance of additional
audit procedures related to the other party to the
transaction may be necessary to determine whether
an undisclosed relationship exists. Such procedures
could include confirming details of the transaction
with the principals of the other party or, with the
other party’s permission, its auditors, as to the
nature of any relationship with the company and
its management. In complex situations, the auditor
may need to discuss the related-party transaction
with other outside parties such as bankers or legal
counsel who are familiar with the transaction or
request to inspect evidence in the possession of
such persons and/or the other party.
When an undisclosed related party has been iden
tified, the audit team would assess whether manage
ment’s failure to disclose was merely an oversight or
a deliberate attempt to mask the relationship. If the
latter, the auditor would reassess the overall audit
scope and the ability to rely on management’s
representations in other areas. If the auditor believes
he or she can no longer trust management, the best
course of action may be to withdraw from the
engagement. The auditor may want to consult with
legal counsel in these circumstances.

Conclusion

Identifying related parties and material relatedparty transactions is a key component of any
audit. The likelihood of identifying undisclosed
related parties and related-party transactions is
enhanced when the auditor maintains throughout
the audit an awareness for events that may indi
cate such undisclosed parties or transactions.
By following up on such events and determining
whether they are the result of related parties, the
auditor enhances the likelihood that related-party
transactions are properly accounted for and
disclosed in the financial statements, thereby
providing users with relevant information for
decision-making.

Comments or questions on this alert should be directed to the AICPA Division for CPA Firms at 1-800-CPA-FIRM.

